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Business leaders in the Colon Free Zone (Zona Libre de Colon) are locked in a conflict with
President Ernesto Perez Balladares's administration over a 1.5% tax levied on the value of goods
re-exported from the zone. In April, the free- zone users association (Asociacion de Usuarios, AU)
started a business shutdown to force the government into negotiations on changes in the law, as well
as on a list of other demands. The free zone was founded in 1948 as a warehousing, manufacturing,
and re-export center and has become the largest such zone in Latin America, with 1,800 businesses
employing 13,000 workers. The tax and a variety of restrictions on free-zone business activity are not
new points of contention between the government and the AU. Both the administrations of former
president Guillermo Endara (1990-1994) and President Perez Balladares took steps to impose greater
fiscal and other controls and to crack down on questionable transactions in the zone.
The US government has stepped up its pressure on Perez Balladares's administration to do
something about alleged money laundering, drug trafficking, and trademark infringements. As the
tax battle unfolded in late April, the US-based clothing firm Levi Strauss began an investigation
of possible illegal use of its trademark on clothing sold in the free zone. The new tax is part of
a controversial law (Ley de Universalizacion de Incentivos), which, in turn, is part of the larger
economic restructuring policy that has been in effect since late 1994.
The current administration is seeking to cut government spending on subsidies to business and
agriculture and to cut the fiscal deficit, among other things, in an effort to insert Panama into
the global economy. The tax portion of the incentives law is aimed primarily at forcing free-zone
enterprises to pay what the government considers a fair share of the tax burden. When the law
was passed by the legislature in June 1995, Perez Balladares answered protests and threats of a
business shutdown by pointing out that 1994 tax receipts represent only US$7 million of the zone's
US$700 million in annual gross profits. The protest ended when the president promised to reduce
the annual tax bill from the US$70 million originally envisioned by the tax law to US$42.9 million
(see NotiSur, 07/06/96).
Aside from the tax, the free-zone businesses are concerned about declining growth rates and profits.
After years of high growth rates, which averaged about 17% per year in the early 1990s, the free
zone entered a slump in 1995. During the first quarter of 1996 the slump worsened. Sales dropped
by 6% compared with the same period in 1995. In March alone, sales showed an alarming decline
of 25% compared with the same month last year. According to AU president Giovanni Ferrari,
the tax and restrictions on free-zone activities are responsible for the loss of 200 firms that left the
zone in 1995. The AU maintains that the majority of these firms left after the new law was passed
last June. This charge is disputed by Planning and Economic Policy Minister Guillermo Chapman,
who is the author of the law. Chapman claims that the business closings resulted from a number
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of external factors, particularly the general slowdown in the economies of some of the zone's major
customers such as Mexico. Victoria Figge, general manager of the zone, explained that a majority of
the firms that closed were paper companies branches of firms already established in the zone with
no employees and few sales.
Their disappearance, therefore, does not represent a significant economic loss, she said. The AU
has responded to the administration's incentives law with a package of its own. It is calling for not
only an end to the new tax but for government investments to improve business in the zone. These
include improved port facilities and communications, better security, and a more efficient system
for issuing the required visas for foreign buyers visiting the zone. In addition, they want an end
to restrictions imposed on cash transactions and bank drafts, which are intended to clamp down
on money laundering. But clearly, the AU considers the new tax the most onerous of its burdens,
given that the tax is in addition to the 8% income tax already charged on businesses in the zone. AU
president Giovanni Ferrari said the tax could lead to the "collapse" of the zone, which in turn would
devastate Panama's enormous international banking system that depends on the zone for up to 60%
of all bank deposits.
However, an official of the banking commission (Comision Bancaria Nacional, CBN) attempted
to minimize the importance of free-zone deposits and the impact that any collapse of the free
zone would have. The official said that of the 120 banks in the system, the only ones that would
be adversely affected would be the 40 that operate inside the free zone. On April 29, hundreds of
businesses shut their doors for the day, and later the AU announced they would extend the strike
to 48 hours. The following day, employers from the zone were joined by laborers and unemployed
residents of Colon in a protest demonstration in the streets of the zone as anti- riot police stood by.
The strike had the support of the Colon Chamber of Commerce, civic groups, labor unions, and
other Colon businesses.
As in its previous fight against the tax last June, the AU's strike and demonstration was intended
to dramatize to the administration the critical importance of the zone's economy to the national
well-being. "The strike has been a complete success, and we are now waiting for the government
to respond by sitting down with us to discuss solutions," said AU leader Surse Pierpoint. Although
business losses were estimated at US$40 million per day during the shutdown, some observers said
transactions were carried on even while businesses shut their doors.
The president took a tough stance against the AU, accusing the zone businesses of lacking social
consciousness because of the damage to the economy that a shutdown causes. He also questioned
their sincerity, saying that Ferrari knew that he and other AU leaders were scheduled to meet with
four cabinet ministers on May 3 and with the president on May 7, and that it was unnecessary to
stage a protest to get what they already had. "It shouldn't cost a day of work in the free zone to get
an appointment with the president," he said. As for the 200 firms that left the zone, he said that if
they wanted to leave he would not try to stop them. Furthermore, he suggested that, in view of the
globalization of the economy, it might be necessary to review the role the free zone would play in
the country's economic future. "Perhaps the Colon Free Zone should no longer be a warehousing
center for imported goods and should instead become a distribution center," said Perez Balladares.
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As the negotiations got underway on May 3, the president softened his stand and announced that,
if the facts showed that business activity in the zone had contracted as a direct result of the tax,
he would agree to revise the law. He said that the government had paid US$100,000 for a contract
with the firm KPMG Peat Marwicka to carry out a study of the economic impact of the tax on the
free zone. "This is no study, but an autopsy on a cadaver for which [the government] is paying US
$100,000," said Pierpoint. The May 3 negotiations were termed a success by both sides even though
no final agreements were reached. Ferrari said he was glad to see that both sides were on the road to
a solution.
The government side at first maintained the president's unyielding line. Before the meeting,
Chapman said that the government had no plans to revise the incentives law. After the meeting,
he said the same thing but with a hedge. "I have no reason...to believe that the concept of the law
needs to be changed," he said. This left the door open for "an adjustment to make the application
of the law more viable." After the May 7 meeting with the president and his economic cabinet, the
AU leaders said that they had achieved agreement on half the points on the agenda and that they
were now confident that the free zone would no longer be an "orphan," ignored by government
policy. Ferrari reported that the government representatives agreed in principle to improve the
issuance of buyers' visas, increase police protection, review the requirement that merchants declare
the trademark of the goods they sell, and consider a reduction of fines levied against sellers who
deal in pirated trademarks.
The president refused, however, to soften the measures to control money laundering. No final
decision on the agenda items is expected until late May after the president examines the KPMG Peat
Marwick report. Regardless of the outcome of the negotiations, the alliance between business and
labor that grew out of the free- zone protest has some public officials worried. AU leaders made a
conscious effort to present the strike as a unified effort to save both businesses and jobs and they
tended to mention job creation as often as tax recision in explaining the motives behind the strike
strategy.
Colon Mayor Alcibiades Gonzalez said he was afraid that this alliance could lead to serious
disturbances, such as those that were staged by the unemployed workers movement (Movimiento
de Desempleados) during the previous Endara administration. Leroy Jackson, secretary general
of the Colon oil refinery workers union, explained that his union's support of the business strike
was in the interest of preserving jobs in the zone. Jackson warned that the government has to
find a solution to the tax issue or face the possibility of more protests. Refinery workers have said
they would take aggressive action in support of the AU's demands, possibly shutting off gasoline
distribution nationwide. (Sources: La Prensa, 03/017/96, 03/18/96; Agence France-Presse, 04/27/96,
04/29/96, 04/30/96; Agencia Centroamericana de Noticias Spanish News Service, 04/27/96, 04/30/96,
05/01/96, 05/03/96; Inter Press Service, 04/29/96, 05/02/96, 05/04/96; El Panama America, 05/02/96,
05/07/96, 05/08/96)
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